AVO00 PRIDUCTI AN GO (ON REGONS DERATI AN

| BLA 95-301R Deci ded April 28, 1999

Petition for Reconsiderati on of a Board deci sion cited as Aoco
Production (., 143 I BLA 189 (1998), on appeal fromdecision of the

Associate Drector for Policy and Managenent | nprovenent, Mneral s
Managenent Servi ce (MVB 91- 0150- OCS) .

Petition granted, Board decision nodified, decision of Mnerals
Managenent Service vacated in part and reversed in part.

1.

Q| and Gas Leases: Royalties: General ly--Federal Ql
and Gas Royalty Managenent Act of 1982: Royal ties

The Federal |essee's duty to place produced gas in
nar ket abl e condition at no cost to the | essor includes
the obligation to narket the gas. Accordingly, a
deduction fromthe sale price for narketing fees or
commi ssi ons, whet her paid by the buyer or the seller,
is properly disallowed in calculating royalties.

Q| and Gas Leases: Royalties: General ly--Federal Ql
and Gas Royalty Managenent Act of 1982: Royal ties

A decision requiring a |l essee to calculate royalties
on the basis of its buyer's resale price toits
custoners nay be reversed as unsupported by the record
when the resale is by a regulated public utility to
its end user consuners (after aggregating gas wth
gas purchased fromother parties) at a regul ated
price (including a guaranteed return on i nvest nent)
and there is no evidence in the record that the

di fference between | essee' s price and the consuner
price reflects a narketing fee or cormission for

nar keting the produced gas.

APPEARANCES.  Jonathan A Hunter, Esg., New Ol eans, Louisiana, for
appel lant; Sarah L. Inderbitzin, Esg., dfice of the Solicitor, Véshi ngton,
DC, for the Mneral s Managenent Servi ce.
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(PN ON BY ADM N STRATI VE JUDGE GRANT

Qounsel for the Anoco Production Gonpany (Anoco or APQ has filed a
petition for reconsideration of our decision in the above-captioned case,
cited as Anoco Production Go., 143 I BLA 189 (1998). Reconsideration is
sought wth respect to the issue of the val uation of residue gas produced
fromJune 1986 through February 1991 froml ease OCS G 5000, processed
through the Matagorda Gas A ant and sold by Anoco to its affiliate, Anoco

Gas onpany (A .

In our decision, we upheld an April 9, 1991, order issued by the
Chief, Royalty Gonpliance Dvision (RD, Dallas Area Gonpliance Gfice
(DAX), Mnerals Managenent Service (MVB), requiring Atoco to conpute
royalties on the basis of "100 percent of the gas val ue accruing to AC"
In aroyalty review M had determined that, for certain test nonths,
valuation for royalty purposes was based on 90 percent of the resal e price
recei ved by AGC for Amco's gas. On appeal to the Board, Anoco asserted
that MMB ignored the rel evant regul ation regarding val uation of gas sold
pursuant to a nonarms-length contract. Unhder that regul ation, the val ue
of residue gas or any gas plant product not sold pursuant to an arms-
| ength contract anounts to the gross proceeds accruing to the | essee,
provi ded that the gross proceeds are equival ent to the gross proceeds
derived fromconparabl e arms-length contracts of |ike-quality residue gas
or gas plant products fromthe sane plant. Anoco contended that its price
recei ved on sale of the gas was conparabl e to prices received under arms-
l ength contracts.

Inits answer, MVB focused on the obligation of the | essee to pl ace
production in narketabl e condition at no cost to the lessor. S nce
Aroco' s price for sale of the gas to AGC was 90 percent of the resal e
price received by AGC MVB argued that it properly concluded that the
deduction was for marketing expenses payabl e by the | essee and, thus,
not al |l owabl e as a deduction fromval ue.

In our decision, we recognized that the val ue of residue gas not
sold at armis length "is generally determned by reference to the proceeds
accruing to the | essee when those are equival ent to the gross proceeds paid
under conparabl e armis-length contracts for like quality residue gas or gas
plant products fromthe sane plant,” citing 30 CF. R 8§ 206.153(c)(1). In
the context of this appeal, however, we found the i ssue to be the al | onance
of a deduction for narketing costs. Thus, we noted that the rel evant
regul ati on provi des:

The lessee is required to pl ace resi due gas and gas pl ant
products in narketabl e condition at no cost to the Federal
Governnent unl ess ot herw se provided in the | ease agreenent.
Wiere the val ue established under this section is determned by a
| essee’' s gross proceeds, that val ue shall be increased to the
extent that the gross proceeds have been reduced because the
purchaser, or any other person, is providing certain services the
cost of
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which ordinarily is the responsibility of the | essee to place
the residue gas or gas plant products in narketabl e condition.

30 [CF.R] § 206.153(i) (1994). 2/

2/ This regul atory requirenment was al so found in the regul ations
ineffect prior to the 1988 regul atory revision. See 30 CF. R
§ 250. 42 (1986).

143 1BLA at 192-93. Ve found that Amoco had failed to showerror in the
MVE decision requiring recal culation of royalty on gas sold to AGCto
incl ude the cost of narketing expenses inproperly deducted. 1d. at 193.

In support of reconsideration, Aroco asserts that the price of the gas
it soldto AGC did not reflect a deduction for the cost of placing the gas
in narketabl e condition. Amoco indicates that:

A is aregulated utility that purchased gas not only from
Aroco, but also fromnonaffiliated third parties. After
aggregati ng vol unes of gas pursuant to these purchases, AGC sold
the gas to end-users for a price that was regul ated by the | ans
governing AGC s status as a utility.

(Petition for Reconsideration at 2.) Anoco contends that the narketabl e
condition rule does not apply inthis context. It is asserted that the
gas was in narketable condition at the tine it was sold to AGC and t hat

any costs incurred by AGCin narketing the product to end users had not hi ng
to dowth placing the gas in narketabl e condition. Further, Aroco argues
that, as a Federal oil and gas lessee, it is not obligated to pay AGC s
cost to "aggregate vol unes of production fromnunerous producers, forman
affiliated conpany that qualifies as a regulated utility, and sell such
aggregated vol unes at "burner tip' prices coomanded by a utility.”
(Petition at 5.) Additionally, Awco asserts that the only circunstance in
whi ch the | essee nust pay royalty on the val ue received by its affiliate
on resale of the gas is when the affiliate falls wthin the regul atory
definition of a marketing affiliate, citing 30 CF. R 88 206. 152(b) (1) (i),
206. 153(b) (1) (i). Amco contends that AGC does not neet the definition

of a marketing affiliate because it did not buy gas only fromAnoco, but

al so purchased gas fromthird parties.

No reconsi deration has been sought of that part of our decision which
vacat ed and renanded the MVB deci sion in response to the notion by counsel
for MM advising that additional infornation filed by Amco had establi shed
that it did not owe additional royalty on scrubber condensate and fl ash
gas. Accordingly, that aspect of our decision is not addressed herein.

The issue raised by this petition for reconsideration i s whet her
MVE properly concluded that the difference between the price for the gas
recei ved by Anoco and the price recei ved by AGC represented an i nproper
deduction for the cost of placing the gas in narketabl e condition or a fee
for marketing the gas. After receipt of the petition, we requested MVB to
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return the case file in this appeal to the Board. V¢ have now revi ened t he
admnistrative record again in light of petitioner's assertions on
reconsideration. In viewof the information presented in the petition and
the informati on appearing in the case file, we deemit appropriate to grant
the petition for reconsideration. See 43 CF. R § 4.403.

I n a nenorandumdat ed Septenber 27, 1988, the Chief, Royalty Val uation
and Sandards Dvision (R/'SD, M addressed the issue of whether prices
recei ved by Anoco under the Short TermIndustrial Mrket Program (STl MP)
contract are acceptable for royalty val uati on purposes in response to an
inquiry by the RD MB Answering in the negative, R/SD gave the
foll ow ng explanation for its concl usi on:

[Under 30 GFR § 206.152(d) [(1987) 1/], the royalty val ue

cannot be reduced by al | onances for costs of conpression or other
costs incidental to marketing. Mrketing costs include
brokering or narketing fees, commi ssions, nornmal separation and
dehydration, sweetening, and other costs necessary to place the
gas in a narketabl e condition. In viewof the fact that the
price AGC pays APCis reduced by a separate transportation
conponent, we conclude that the 12.5 percent factor (100%87.5%
[2/] is either a brokering fee, a narketing fee, a comm ssion, or
sone conbi nation of fees that are considered costs "incidental to
nmarketing." In accordance wth 30 R § 206.152(d), this fee
cannot be allowed as a deduction fromthe val ue for conputing
royal ties.

(Menorandum of Sept enber 27, 1988, at 3 (Attachnent 7 to Menor andum of
January 24, 1992, to Chief, Dvision of Appeals, M5 fromArea Minager,

DAY MS).)

In an Gctober 29, 1990, letter to Amco (Attachnent 5 to Menorandum
of January 24, 1992), the Acting Area Manager, DACQ MB indicated that
review of sales of gas fromoil and gas | ease OCS G 5000 di scl osed t he
appar ent under paynent of royalties in certain sanpl e nonths i n whi ch Ahoco
val ued the gas sold to AGC under the STIMP contract at 90 percent of the
resal e price received by AGC Amoco was requested to advise MG of its
response, noting that it "appears that the 10 percent factor nay be fees
that are considered "costs incidental to narketing.'" Id. at 2.

By letter dated Decenber 7, 1990, Anoco responded to MVE

The indication of incorrect gas prices for sanpl e nont hs
6/ 86, 10/86, 3/87, and 3/89 is unwarranted. Your belief that

1/ This regulation, in effect prior to the 1988 revision of the royalty
regul ations, provided that: "No allowance shall be nmade for boosting
resi due gas or other expenses incidental to narketing."

2/ This figure was subsequent!y nodified by MM to 10 percent.
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royal ty shoul d be based on 100%of Amoco Gas Gonpany's STIMP
price Is incorrect. Anoco Gas is a utility service conpany
regul ated by the Sate of Texas that sells to end users. Their
wei ghted average STIMP price is an end user/"burner-tip" price.
Amco Gas, as a utility, is guaranteed the right of arate of
return on their investnent. Present regul ations al | ow paynent
of royalties to be based on a fair narket wellhead price. Said
regul ations do not require royalties to be based on an inflated
"burner-tip" sales price as referenced herein.

(Attachnent 6 to Menorandumof January 24, 1992, at 1.)

The MVB Qder of April 9, 1991, rejected Anoco' s contention. The
regulation at 30 CF. R 8 206.152 (1987) was again cited for the principle
that no al |l onance shall be nade for expenses incidental to marketing. In
that Oder, MM held that: "In viewof the fact that the price AGC pays
Aroco is reduced by a separate transportation conponent, MVB concl udes t hat
the 10 percent factor (100-90) is either a brokering fee, a narketing fee,
a commssion, or sone conbi nation of fees that are considered "costs
incidental to narketing.'" (M Qder of April 9, 1991, at 2-3.)

Aroco chal | enged the MVB assertion that the price it received from
A reflected a deduction for marketing fees or expenses in its statenent
of reasons (SR for appeal to the Drector, M. (oncedi ng that, when
the | essee sells gas under a nonarms-length contract to a narketing
affiliate, value nay be determned by the gross proceeds accruing to the
nmarketing affiliate, Aroco pointed out that AGC does not fit the definition
of marketing affiliate because it "is a regulated utility servi ce conpany
that purchases gas fromnunerous unaffiliated sellers, in addition to
pur chasi ng gas fromAmco.” (SR before Drector, MV Atachnent 4 to
Menor andum of January 24, 1992, at 4-5.) Amco al so contended that, under
the relevant regul ation, the standard for royalty val uation is the proceeds
accruing to the | essee when the proceeds pursuant to the nonarms-|ength
contract are equivalent to the gross proceeds under conparabl e armis-1ength
contracts of like quality residue gas fromthe sane gas processing plant.
Id. at 5-6. Anoco al so tendered evidence that the val ue upon which it paid
royalty for 3 of the 4 sanpl e nonths was well wthin the range of prices
recei ved by other | essees and was only 4 percent |ower for the production
nonth of June 1986. 1d. at 9-10.

n appeal to the Drector MB, the Associate Drector for Policy and
Managenent | nprovenent i ssued the deci sion dated January 9, 1995, which
was the subject of Anoco's appeal to this Board. The Associate D rector
found that "the difference between the price used by [ Amoco] to cal cul ate
royalties and the price actually received by [Amwco' s] affiliate
constituted a brokering fee, marketing fee, a sal es commssion, or sone
conbi nation thereof.” (Decision at 4.) The decision held that it is well
settled that selling expenses necessary to narket production froma Federal
| ease nust be perforned at no cost to the | essor, citing regul ations
30 CF.R
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§ 206. 152(d) (1987) and 30 CF.R § 206.152(i). Further, the Associate
Drector held that the fact that the | essee pays a third party by accepting
a reductionin sale price to pay for narketing the gas does not alter the
rule. The decision found Anoco' s assertion that AGCis not a narketing
affiliate as that termis defined in the regul ati ons was not dispositive.
Further, MV6 found that Aroco' s acknow edgnent that the price it recei ved
fromAGC in one of the nonths was 4 percent bel owthe | owest price received
by other Federal |essees coupled with the unexpl ained differential between
the price recei ved by Anoco and the price recei ved by AR in subsequent
sales to third parties negates the claimregarding the conparability to
arms-length sales. (Decision at 4.)

In our prior decision inthis case, we held that the issue raised is
whet her "a deduction may be all oned for costs incurred to narket the
production.” 143 IBLA at 192. V¢ noted that regard ess of the
conparabi lity of |essee's sale of gas to its affiliate to arms-length
transactions, if the price reflects deductions that nmay not be nade in
determning val ue for Federal royalty purposes, such deductions may be
added to the sale price to set the val ue of production for royalty
conputation. 143 IBLA at 193. 3/ Noting that the 10-percent deduction was
distinct fromthe deduction of allowabl e transportation expenses, we found
that Anoco failed to showerror in the M decision "requiring
recal cul ation of royalty on gas sold to AGCto include narketing expenses
inproperly excluded.” 1d. Wiile the principles cited in the Board s prior
decision are consistent wth the regul ati ons and past precedents, we find
it appropriate to further anal yze the application of these principles to
the case before us in viewof the petition for reconsiderati on.

[1] The regul ati ons governing royalty val uati on of processed gas
production for the period prior to March 1, 1988, provided in part that:
"Nbo al | onance shal | be nade for boosting residue gas or other expenses
incidental to narketing." 30 CF. R 8§ 206.152(d) (1987); see 30 CF.R
§ 250.42 (1987). Ater Mrch 1, 1988, the rel evant regul atory provision
continued to recogni ze the obligation of the | essee to put the gas in
nar ket abl e condi ti on:

The lessee is required to pl ace residue gas and gas
plant products in narketabl e condition at no cost to the
Federal Governnent unl ess ot herw se provided in the | ease
agreenent. Wiere the val ue established under this section is
determned by a | essee's gross proceeds, that val ue shall be
increased to the extent that the gross proceeds have been reduced
because the purchaser, or any other person, is providing certain
services the cost of which ordinarily is the responsibility of
the | essee to place the residue gas or gas plant products in
nar ket abl e condi ti on.

3/ The fact that AGCis not a "narketing affiliate" as defined by
regulation, 30 CF. R 8 206.153(b)(1)(i), is not dispositive on this issue.
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30 CF R 8 206.153(i) (1995). UWnhder the regul ations, the Board has

hel d that the concept of narketabl e condition enbraces not only the

physi cal conditioning of the gas (e.g., separation of inpurities,
conpression, etc.), but nmarketing services as well. Anson ., 145 IBLA
221, 225 (1998). Thus, we have held that the creation and devel opnent of
narkets for production is a key part of the | essee's inplied obligation to
prudently nmarket production fromthe | ease at the hi ghest price obtai nabl e
for the muitual benefit of |essee and | essor; a function whi ch Federal

| essees are obligated to performat no cost to the | essor. Tayl or Energy
Gonpany, 143 1BLA 80, 81 (1998), citing Arco Ol & Gas ., 112 IBLA 8, 11
(1989); Witer Al & Gas Gorp., 111 IBLA 260, 265 (1989).

[2] Inapplying this rule, we have held that MV& properly disal |l oned
a deduction for lessee's cost of hiring a narketing agent to find buyers,
negotiate sales contracts, and nonitor sales of produced gas. Wlter Al &
Gas Qorp., supra. Thus, the gross proceeds to the | essee of the sal e of
production was held to include the entire contract price paid by the buyer,
including that portion which the | essee had contracted to pay to its agent
for negotiating lessee's sale contract. Vélter Ol & Gas Gorp., 111 IBLA
at 264. In the Tayl or case, the narketing agent contracted to pay the
| essee 97 percent of the price which the agent received upon resal e of
the gas. The Board held that val uation of the gas for royalty purposes
cannot be reduced by the anount of the fee for finding a narket for the
gas, regardl ess of whether this function was perforned by a third party.
143 I BLA at 81.

In Arco, the | essee contracted wth a narketing agent to find buyers
and to arrange transportation of gas to buyers in renote | ocations. V¢
hel d that the cost of narketing or obtaining sal es of produced gas even
inadistant or renote narket are not an al |l onabl e deducti on fromthe sal e
price when the | essee woul d have sustai ned simlar narketing costs in an
effort to obtain the highest price available even if the gas coul d have
been sold on or near the leasehold. 112 IBLAat 10-11. Smlarly, in
the Anson case, the |l essee contracted to sell gas to an agent at a sale
price equivalent to the agent's resal e price reduced by a 2 percent
narketing charge. Accordingly, we held that this narketing charge coul d
not be deducted fromthe sal e price of the gas when cal cul ati ng val ue for
pur poses of royalty conputation.

In review ng these precedents, we find that they all entail both the
use by the | essee of an agent to narket produced gas and the disal | onance
of a deduction fromthe gas sale price for the cost of the narketing agent.

Such nmarketing costs were disall oned regard ess of whether they were paid
by the | essee (Arco, Wlter) or by the gas purchaser (Anson, Taylor). Vé
find these cases to be distingui shabl e fromthe case before us.

In the case of Anoco, MV assuned that the difference between the
price obtai ned by Anoco on sal e of the gas and the price obtai ned by AGC
on resal e constituted a narketing fee or cormission. See MV Menor andum
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of Septenber 27, 1988, at 3. Amco, however, responded to M6 that AGC
"isautility service conpany regul ated by the Sate of Texas that sells
to end users.” (Anoco |letter of Decenber 7, 1990.) Further, Aroco noted

that AGCs sale price is an "end user/ burner-tip" price." 1d. Amco al so
noted that AGC "as a utility, is guaranteed the right of a rate of return
ontheir investnent." 1d. After careful reviewof the record, we find no

evi dence that the difference between the price at which Amoco sold the gas
and the price at which AGC aregulated public utility, sold the gas to
its custoners constitutes a narketing fee. Accordingly, the MV deci sion
requiring Anoco to recal cul ate royalties on residue gas on the basis of
the price received by AGC when sold to its custoners is reversed. 4/

Therefore, pursuant to the authority del egated to the Board of Land
Appeal s by the Secretary of the Interior, 43 CF.R 8 4.1, the petition for
reconsideration is granted, the prior Board decision is nodified, and the
deci sion of MVB is reversed.

C Randall Gant, Jr.
Admini strative Judge

| concur:

David L. Hughes
Admini strative Judge

4/ ANter reviewng the case file while this petition for reconsideration
was pendi ng before the Board, counsel for Aroco noted that certain
additional docunents referenced in the Sept. 27, 1988, MVB nenor andum wer e
not found in the record. ounsel requested that the record be suppl enent ed
wth the docunents and that petitioner be given an opportunity to review
and comment on the docunents. In light of our holding herein, we find the
notion is effectively noot ed.
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